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NEWS
TAX

LOUISE A. SALLMANN, C.P.A.

Planning for the future—taxwise? and other
wise? Aren’t we all.
Financial advisors have for many years
promoted the soundness of investing one’s
capital in a variety of income-producing
properties; such as real estate, stock and bonds.
Of course, they also recommend maintenance
of some cash reserve. Then, if there is any
excess—speculate! Within each of these cate
gories the astute investment counsellor will
insist upon diversification.
Prior to the Investment Company Act of
1940, a very limited percentage of our adult
population had the financial capacity to heed
such excellent advice. The would-be investor
with limited funds was relegated to owner
ship of residential real property and possibly
a few shares of stock. Speculation for him
never went beyond the “Friday night poker
game.”
The advent of the regulated investment
company provided the individual who has as
little as $40.00 per quarter, excess of income
over expenses, an opportunity to buy an in
terest in as many as one hundred twenty
different corporations, infinitesimal as that in
terest might be. A very small percentage of
his invested dollar pays for the services of not
one, but hundreds of well qualified investment
counsellors. But man has always felt more con
fident with his roots planted firmly in the good
earth.
For a full discussion of this subject, see “In
come Tax Problems in Real Estate” by Lois C.
Mottonen, which appears in this issue.
Taxwise—how will the real estate invest
ment trust fare? As a regulated investment
company to a great extent. If the trust dis
tributes 90% or more of its ordinary taxable
income, it will be taxed on the remainder only,
at the regular domestic corporate rates. Net
long-term capital gains in excess of short-term
losses, if not distributed, will be taxed at 25 %.
No credits will be allowed for dividends
received nor will the trust be able to carry
back or over operating losses. The trust will be
allowed to distribute income within twelve
months following the close of its taxable year
if it declares this distribution prior to filing
its annual income tax return. Personal-holding
company-type consent dividends will qualify.
Here again the real estate investment trust
faces an issue which bears no semblance to
that of a security investment company.
The security investment company receives
cash dividends which it can easily distribute

after deductions for administration expenses.
The real estate trust has the problem of re
ceiving cash rents, paying expenses, distribut
ing 90% of its ordinary taxable income and
attempting to then retain sufficient cash to
pay off its mortgage obligations. There is, of
course, the noncash depreciation expense
deduction which may or may not be equal to
the principal portion of mortgage payments.
It will behoove real estate investment trustees
to weigh carefully the methods of depreciation
to be used for various properties purchased.
Accelerated methods of depreciation could be
advantageous to fund reductions of liabilities.
However, they may also create operating losses
which cannot be carried back or forward by
the trust nor passed on to the beneficiaries.
Incidentally, the real estate trust must elect
to be taxed under the provisions of Section
857 and, once it has made this election, it is
binding for future taxable years. Of course,
it may very easily disqualify itself.
The shareholder in a real estate investment
trust will be taxed on distributions in the year
in which they are received. Ordinary income
dividends will be fully taxable and capital
gains dividends will be given long-term capital
gain treatment. However, he will not be en
titled to the dividend exclusion or credit even
though a portion of his dividends may not stem
from rents or interest but from marketable
securities. If the beneficiary should receive a
capital gains dividend and within thirty-one
days sells his shares, any loss he may suffer
must be offset against the dividend. There is
no comparable treatment as to undistributed
capital gains as provided for regulated invest
ment company dividends.
Distributions out of depreciation reserves
will probably be treated as a return of capital
to the extent of the shareholder’s basis. There
after they will be treated as long-term capital
gains. The authors of the applicable code
sections seem to be completely oblivious to the
aforementioned possibilities. But, here is the
greatest tax advantage for beneficiaries! For
tax purposes, the trust may very well use ac
celerated depreciation methods; for statement
purposes, conventional methods.
Oh, yes, distributable earnings build rapidly
under these conditions. But—will the regula
tions—one, two or three years from now turn
our conservative investor’s good earth into
shifting sands? Only the future—taxwise will
tell.
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